














































































AUDIT-RELATED COMMUNICATIONS
                                         

                                                                                                                                                            
                                                                                                                                                            
                                                                                                                                                            

To the Board of Education
                                                                                                                  

Frankfort-Elberta Area Schools
                                                                                                          

                                                                                                                                                            

We have audited the financial statements of Frankfort-Elberta Area Schools (the "School
District") for the year ended June 30, 2006, and have issued our report thereon dated August 28,
2006.  Professional standards require that we provide you with the following information related
to our audit.

Our Responsibility under U.S. Generally Accepted Auditing Standards

As stated in our engagement letter dated July 5, 2005, our responsibility, as described by
professional standards, is to plan and perform our audit to obtain reasonable, but not absolute,
assurance that the financial statements are free of material misstatement and are fairly presented
in accordance with U.S. generally accepted accounting principles.  Because an audit is designed
to provide reasonable, but not absolute assurance and because we did not perform a detailed
examination of all transactions, there is a risk that material misstatements may exist and not be
detected by us.                                                                                                                                                            

As part of our audit, we considered the internal control of the School District.  Such
                      

considerations were solely for the purpose of determining our audit procedures and not to
provide any assurance concerning such internal control.  However, we offer the following
comments and recommendations for your consideration.

Segregation of Duties

We remind you that an inherent weakness in your system of internal control exits because the
limited size of your staff does not permit an adequate segregation of duties.  Without an adequate
segregation of duties, there is an increased risk that errors or fraud could occur and not be
detected.  We can provide consulting services to help you identify your greatest risk exposures
and design procedures to reduce those risks to the extent reasonably possible.

Budgeting

During the prior year audit we recommended the School District, for management purposes,
adopt a budget for the Building Trades Fund for the year ended June 30, 2006.  To our
knowledge this was not done during the current year under audit.  We recommend this be done
for the year ending June 30, 2007.                                                                                                                                                            
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Building Trades Program Inventory
                                                                                                   

                                                                                                                                                                                           

As of June 30, 2006, approximately $171,000 was held in inventory for houses constructed for
    

resale and the Building Trades Fund owed the General Fund over $205,000.  As a result, some of
the School District's cash was not available to cover other general expenditures of the School
District.  To relieve some of the cash flow issues for the School District, we recommend the
follow:

                                                                                                                                                 
                                                                                                                                                                                                                                                               

• Partner with another entity that can provide short-term financing for construction
  

of the homes.
                                                                                                               

• Prior to entering into an agreement to sell the home, utilize the services of an
        

appraiser to determine a fair price for the home to assure the total cost of
               

constructing the home and land will be recovered by the sale.
                                  

We understand management is currently reviewing costs incurred on the most recent homes
constructed to determine if there are some areas where costs can be reduced on homes presently
under construction and future homes.

Capital Assets

As of June 30, 2006, the School District received their certificate of substantial completion for
the 2005 School Building and Site Bond Issue Capital Projects Fund.  Now may be a good time
to perform a physical inventory of all capital assets owned and maintained by the School
District.  This verification of the existence of assets and completion of internal records helps
establish the validity of asset records and insurance needs.

Credit/Purchase Card Policy

We recommend the School District adopt a credit/purchase card policy, which at a minimum
requires supporting documentation of purchases before reimbursement of the expenditure.

           
                                                                                                                                                                                           

Food Service Revenues

We noted during our test of food service revenues that actual revenues were below expected
revenues.  One explanation may be the School District extends credit to students for meals but
does not follow up on collection of these accounts.  We recommend the School District review
this process and adopt a formal food service charge policy.

Significant Accounting Policies

Management has the responsibility for selection and use of appropriate accounting policies.  In
accordance with the terms of our engagement letter, we will advise management about the
appropriateness of accounting policies and their application.  The significant accounting policies
used by the School District are described in Note A to the financial statements.  No new
accounting policies were adopted and the application of existing policies was not changed during
2006.  We noted no transactions entered into by the School District during the year that were
both significant and unusual, and of which, under professional standards, we are required to
inform you, or transactions for which there is a lack of authoritative guidance or consensus.
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Agency Funds
                                                                                                                                      

                                                                                                                                                            

During the current year audit, we analyzed the student activities accounts within the agency
         

funds.  It appears the School District is accounting for some of the athletic activities through a
number of student activity accounts, both the revenues and expenditures of the activities.  We
recommend these athletic activities be accounted and budgeted for within the Athletic Fund.

        
                                                                                                                                                            

Accounting Estimates
                                                                                                                        

                                                                                                                                                            

Accounting estimates are an integral part of the financial statements prepared by management
     

and are based on management's knowledge and experience about past and current events and
       

assumptions about future events.  Certain accounting estimates are particularly sensitive because
 

of their significance to the financial statements and because of the possibility that future events
affecting them may differ significantly from those expected.  During the audit, we evaluated
management's estimates against available information as a basis for concluding about the
reasonableness of these estimates.  However, we do not consider such estimates to be
particularly sensitive.

Audit Adjustments

For purposes of this letter, professional standards define an audit adjustment as a proposed
correction of the financial statements that, in our judgment, may not have been detected except
through our auditing procedures.  An audit adjustment may or may not indicate matters that
could have a significant effect on the the School District's financial reporting process (that is,
cause future financial statements to be materially misstated).  In our judgment, none of the
adjustments we proposed, whether recorded or unrecorded by the School District, either
individually or in the aggregate, indicate matters that could have a significant effect on the
School District's financial reporting process.                                                                                                                                                            

Disagreements with Management
                                                                                                     

For purposes of this letter, professional standards define a disagreement with management as a
matter, whether or not resolved to our satisfaction, concerning a financial accounting, reporting
or auditing matter that could be significant to the financial statements or the auditor's report.  We
are pleased to report that no such disagreements arose during the course of our audit.

Consultations with Other Independent Accountants

In some cases, management may decide to consult with other accountants about auditing and
accounting matters, similar to obtaining a "second opinion" on certain situations.  If a
consultation involves application of an accounting principle to the governmental unit's financial
statements or a determination of the type of auditor's opinion that may be expressed on those
statements, our professional standards require the consulting accountant to check with us to
determine that the consultant has all the relevant facts.  To our knowledge, there were no such
consultations with other accountants.
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Issues Discussed Prior to Retention of Independent Auditors
                                                        

                                                                                                                                                            

We generally discuss a variety of matters, including the application of accounting principles and
 

auditing standards, with management each year prior to retention as the School District's
auditors.  However, these discussions occurred in the normal course of our professional
relationship and our responses were not a condition to our retention.

                                              
                                                                                                                                                            

Difficulties Encountered in Performing the Audit
                                                                          

                                                                                                                                                            

We encountered no significant difficulties in dealing with management in performing our audit.
  

                                                                                                                                                            

Hot Topics in Education Finance
                                                                                                     

Time and Effort Reporting Requirements

The recently published Michigan Department of Education Accounting and Auditing alert
highlights the importance of proper time and effort reporting in relation to Federal programs.
We recommend that the School District and Board review these requirements and that your
internal documentation requirements be reviewed for compliance with OMB Circular A-87.
Proper documentation will help prevent any future potential charge-backs for Federal funds.

Budget Deficits and the Uniform Budgeting and Accounting Act

The Michigan Department of Education has recently announced its intention to closely monitor
districts that appear to be in violation of the Uniform Budgeting and Accounting Act (the "Act").
This Act requires that school districts not incur expenditures in excess of budgets or operate with
a deficit budget.  In the extreme case, the attorney general could take action against a school and
its board members were a deficit budget to be enacted.  This issue is being monitored by the
Department of Education, and correspondence will be issued when violations of the Act are

         

detected.
                                                                                                                                              

Hay Group Report on the Michigan Public School Health System 

A recently released report by the Hay Group gives the opinion that approximately $280 million
could be saved if Michigan were to abandon its Michigan Educational Special Services
Association ("MESSA") health coverage and implement a State-wide health benefit system for
public school employees.  All organizations will face issues with funding health care coverage in
the future and schools will be especially hard hit because school funding is not increasing at a
pace to offset projected medical cost increases.  MESSA has commissioned a study by Reden &
Anders Ltd. to analyze the Hay report and determine if the projected savings are real.  This
report was recently released and points out some concerns with the methodology.  There is
currently legislation pending regarding this issue.  
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The 65% Solution 
                                                                                                                               

                                                                                                                                                            

The 65% solution is a school spending philosophy that has taken hold recently in a number of
     

states.  The basic premise of the philosophy is that by requiring a school to spend 65% or more
of a district's budget directly in the classroom, school performance will improve and excessive
overhead costs will be squeezed out.  Proponents of this program site statistics that show the top

 

performing schools spend over 64% of their budgets directly in the classroom, while the lowest
   

performing schools spend as little as 49% in the classroom.  Opponents to the philosophy say it
   

depends on how you measure and what is considered as classroom spending.  Opponents also
      

say it is backed mostly by voucher and charter school supporters as a tactic to help voucher
         

legislation get passed in more states.  Legislation has been passed in 2 states regarding this and
   

10 others have some sort of proposal in process.
                                                                              

Athletic, Student Activity, School Lunch and Other Internal Control Risks

At this spring's MSBO conference, one of the “red-flags” raised was the lack of proper internal
controls around cash intensive areas of the school district, such as athletic tickets and school
lunch.  As published in regional newspapers, a school district in the Northern Michigan region
was recently an unfortunate victim of a $100,000 embezzlement incident in the school lunch
area.  Unfortunately, a financial audit does little to provide assurance that your school district has
proper procedures in place for these and other high-risk areas.  

A school district needs to conduct an ongoing evaluation of its internal controls in all areas to
limit its exposure.  Internal controls are the policies and procedures you put in place to reduce
the potential for undetected mistakes or fraud.  Like most small organizations, your internal
control system is inherently weakened by the absence of an adequate segregation of
incompatible duties (one or a few people do everything).  Everybody can make mistakes and
most frauds are perpetrated by people held in a position of trust so this is an issue regardless of
the qualities of the people working for you.  

                                                                                    
                                                                                                                                                            

Internal controls are designed both to protect you from corrupt employees, customers, vendors
and others and to protect honest employees from innocent mistakes and misplaced suspicions.
There may be opportunities for you to reduce the risk of undetected mistakes or fraud through
the implementation of a few relatively easy internal control procedures.  We would be happy to
work with you to identify your greatest risk exposures and offer suggestions for ways to reduce
that risk with simple cost-effective procedures.

The Importance of Long-Term Planning

Recent financial issues in school districts throughout the State highlight the increased need for
long-term school planning.  Minimal increases in the foundation allowance along with increasing
health care and retirement costs will only make the future more difficult to manage.  A long-term
(5-year) plan is one means for a school district to proactively manage their financial future.
This is a difficult exercise in today’s environment, but one that is critical if the board is to
analyze the impact of various scenarios on the school's future.   If you have not already done so,
you should consider this process.  To be most effective, this should be a group process and
updated on an annual basis.  These projections will be useful when undergoing contract
negotiations.
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Budget Fund Balance
                                                                                                                          

                                                                                                                                                            

State law mandates that districts do not operate with a deficit budget.  State law does not,
             

however, mandate maintaining a healthy fund balance.  Maintaining a minimum fund balance is
only smart management of the district's resources.  A fund balance of approximately fifteen
percent of the total annual operation expense of the district's General Fund budget is a good

         

target fund balance.  Setting a target fund balance to maintain would provide flexibility in
            

dealing with unanticipated budget emergencies such as mid-year reductions in State funding.
       

We recommend the School District discuss a target fund balance and adopt a Board policy; this
   

will provide guidance and direction on an annual basis as each years operating budget is
              

prepared and adopted.
                                                                                                                         

                                                                                                                                                            

Headlee Rollback

Under Proposal A, districts receive a foundation allowance multiplied by the number of students.
The  foundation allowance is paid from two sources, property taxes and the State.  The 18 mills
approved by voters in 1996 for non-homestead property is the portion determined to come from
property taxes.  When property is sold and re-valued at a level much higher than the rate of
inflation, it can cause the 18 mills to be rolled back.  The State does not pick up this difference in
reduction of mills.  To get the full per student operational dollars that the State authorized under
Proposal A, districts may find it necessary to hold an override vote to restore the full 18 mills.
Headlee rollback reduces the authorized millage rate, not the levied rate.  So, districts with high
growth may find it necessary to hold an override vote annually if only the 18 mills are requested.
Such districts might find it appropriate to request authorization of 20 to 21 mills.  Since State law
prohibits districts from levying more than 18 mills, there is no downside to authorizing more
than the needed 18 mills.  Then, if a rollback occurs, it is applied to the 20 or 21 mills, not the 18
mills levied.  This would eliminate the need to come back again and again to voters to ask for the
same 18 mill levy.                                                                                                                                                             

This information is intended solely for the use of Board of Education and management of
            

Frankfort-Elberta Area Schools and is not intended to be and should not be used by anyone other
than these specified parties.

We are pleased to serve as the School District's auditors.  If there are any questions about the
audited financial statements or the contents of this letter, we would welcome the opportunity to
discuss them at your convenience.

Dennis, Gartland & Niergarth
August 28, 2006


